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Due to the high frequency and serious consequences of asset price bubbles, 
economists have taken extensive and profound research in this area since 1970s. So 
far, according to the course of developments, the research in this area can be roughly 
divided into five categories: symmetric information, asymmetric information, limited 
arbitrage, heterogeneous beliefs and experimental finance. The first two categories are 
often called rational bubble framework, while the third and fourth categories are 
called irrational bubble framework. People have to admit that, research on this topic 
goes deeper and deeper with the rapid development of modern finance theory. In 
particular, the introduction of non-linear methods, non-rational investors and 
experimental finance viewpoint, breaks the bindings of traditional framework and 
brings new knowledge and understandings. Even so, the possibility of bubbles still 
cannot be eliminated. Many related issues, such as the specific time point/phrase of 
the rise and burst of bubbles, the explainary variables and the predictability of 
regime-switchings, etc, are still waiting for scholars to explore and research. In this 
thesis I aim to fill this gap with regard to the China stock market bubbles. 
Then I provide a simple application of regime-switching models to the China 
market, in order to pave foundations for subsequential more complex models. Here I 
temporarily replace stock market bubbles with real interest for the reason that other 
literatures already show the application of the same model to stock market bubbles. At 
the same time, I provide more empirical evidence for the fact that regime-switching 
characteristics exist generally in a lot of economic and financial variables. To be 
specific, by introducing three regimes possibly with different means and variances 
and based on the improved Markov-regime-switching model, I conduct an 
investigation on the evolution of China’s real interest rates. The results indicate that 
there are different means and variances of the real interest rate at different stages 
indeed. Considering the characteristics of regimes switching, the real interest rates is 















ignorance of these characteristics may lead to systematic deviation of the predicted 
values of the real interest rates. 
After that I employ a three-regime-switching model, to capture the nonlinear 
characteristics of the China stock market bubble dynamics, and to test the explanatory 
power of heterogeneous beliefs for the regime-switching. The results indicate that the 
bubbles in SHSE can be distinguished into dormant, explosive and collapsing three 
regimes, and the abnormal trade volume and the excessive return have the significant 
explanatory power of the regime switching. 
To detect and forecast the Chinese stock market bubbles, in this thesis I also 
employ the state-space model with Markov regime-switching, which can cope with 
the two main difficulties associated with stock market bubbles in one integrated 
framework: stock market bubbles are time-varying and unobservable. The results 
show that: (1) the state-space model with Markov regime-switching can effectively 
capture the explosive regime and the bursting regime, estimate the regime-switching 
probabilities. (2) The Chinese stock market bubbles are cyclical, persistent and 
asymmetric. The forecasting studies based on filtered probabilities and smoothed 
probabilities further support the conclusions. 
In the end, I further outline the characteristics of China stock market and the 
current research depth of it. Refering to the latest domestic and international academic 
literature, I point out the future research direction and the significance and importance 
of the research of bubbles, hoping it may benefit the future research in this area. 
There are several contributions in this research.  
Firstly, I use a new method to estimate the fundamental value as well as bubbles 
of the China stock market, and get satisfying results. 
Secondly, I apply a three regime non-Hamilton regime-switching model, instead 
of a two-regime one into China stock market bubbles, which captures the stable 
regime of bubbles in reality.  
Thirdly, I incorporate abnormal volume and exceeding returns into our model 
and find good explainary and forecasting power in both of them.  














together and successfully apply it to the China stock market, enhancing the credibility 
of my study.  
Fifthly, I provide more empirical evidence for the regime-swiching models as I 
use the real data from the biggest emerging market—China, which is novel in this 
area. 
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